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OPINION
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"This appeal is made pursuant to section 19059 of the - -
Revenue and Taxation Code from the action 'of the Franchise Tax'
Board denying the claims of M. G. and Faye W. Odenheiner £fox
refund of persona%incone tax in the amounts of $40.43 and
$40.00 fort he years 1957 and 1958, respectively,

The question in this appeal is whether interest on a . .
prom ssory note executed by a municipality is exenpt fromstate
personal income taxes under article XIII, section 1-3/4 of the .

California Constitution,

On April 12,1956, the Gty of Hanford purchased
certain land owned by Faye W. Cdenheimer for use as a parking
lot. The purchase price was $55,000, with a down paynent of
$10,000, The renmi nder was payable in annual installments of
$5,000 plus interest at the rate-of 5 percent per annum wth
an option in the city of increasing any paynent to $10, 000.
As evidence of the debt.the city executed a prom ssory note to
" Faye w. Odenheiner, secured by a trust deed. The note provided .
t hat paynments were to be made only out of revenues fromthe
Parking Meter Fund and were not to be charges against the eity s

general t a x  revenue,

Adppellants filed claims for refund with the Internal-. -
Revenue Service and wth the Franchise Tax Board, The Internal
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Revenue Service allowed the claimin accordance with section 103
of the 1954 Internal Revenue Code,, While the Franchise Tax Board
rejected their claim Respondent agrees that the incone In o
question qualifies for the exenption in the Internal Revenue . .
Code of Interest on governnental "obligations" but contends-

that the California constitutional exenption is of a nmuch

narrower scope and does not reach this incomeé.

Section 17137 of the Revenue and Taxation Code,

provides: "G oss income does not include income which this

State is prohibited fromtaxing under the Constitution or |aws

of the United States of America or under the Constitution of

this State," Article XIIl, section 1-3/4 of the California
Constitution provides: "ALl bonds hereafter issued by the

State of California or by any county, city and county,

muni ci pal corporation or district (including school, reclamation,,,

and irrigation districts) within said State, shall be free and

exenpt from taxation, "' It is on the neaning of the word "bonds"

as used in this provision that the respondent bases its case.

Webster's Third New International Dictionary defines
.a bond as "a witing under seal by.which a person binds hinself',
to pay a certain sumon or before an appointed day ... b: an
I nterest-bearing docunent giving evidence of a |ong-term debt
and issued by a governnent body or corporation sonetinmes

secured by a lien on property and often designed to take care
of a particular financial need,"

Conmi ssi oner v. Meyer, 104 F.2d 155, 156-157, presented
a factual situation which is very close to that in the instant
case. The village of Suffern, New York, purchased |and from
the taxpayer with a down paynent, and gave prom ssory notes;
with interest at 5 percent senmiannually, for the rest. T h e
taxpayer did not include the interest income in his tax returns
and the Conmi ssioner of Internal Revenue determ ned a deficiency. -
‘The court held that the notes were obligations created in the '
exercise of the borrowing power of'the village and were there-
fore '*obligations" within the meaning of the federal exenption...
In so holding, the court stated that

-

... Where credit is obtained in consideration }
for a promse to pay noney Iin' the future, together
with interest on that noney, there is no valid
ground for nmaking a distinction between i nterest’
‘paid on bonds duly issued and interest paid on
notes duly delivered,
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There has been no litigation concerning the exenption
provision in the California Constitution, but it has been
discussed in 'opinions by the Attorney General.

In 1954 the respondent requested an opinion concerning.
the taxation of interest-bearing warrants issued by an inprove-'
ment district. After conparing the nature and purposes of
bonds and of warrants the Attorney General concluded that
warrants are "bonds" within the neaning of article X, section.
1-3/4 and the interest, therefore, is exempt. (23 Ops. : :
Atty. Gen. 59.) This conclusion was based on the fact that the -
warrants were payable at a date certain and sold. to finance'

i mprovenent district projects, The promssory note in the

case at hand is payable at a date certain and the [ and was
purchased for a city parking lot, which is a public inprovenent. -
(City of Wiittier wv.Dixon, 24 Cal. 2d 664 [151 P.2d 5];_lrish v
Hahn, 208 Cal. 339 [281 P. 385].)

On Novenber 13, 1963, the Attorney General issued an.
opi nion dealing with bond anticipation notes, Declaring that
the State Treasurer could be authorized to issue such notes ,
in anticipation of sale of general obligation bonds the Attorney
General _ also said: ’

SR The notes, therefore, while not constituting
. a general obligation of the state in the sense
: that they are secured by the State CGeneral Fund ,
| and general taxing power of the state, are never-
theless obligations of the state and nay even ,
“be decl ared general obligations within the mean- .
ing of a specific statute or regul ation.

Finally, since the notes are obligations of
the State of California, interest thereon would -
be exenpt from the state of California personal’
| ncone taxes (Const. Art. XIIl, § 1-3/4) and
federal income taxes (26 U.S.C.,§ 103, Reg.
1,103-1) under existing |aws, regulations and
court decisions,. (42 ops. Cal.' Atty. Gen. 133,
136.) ) i

wrt

Based upon the foregoing authorities, we conclude
that the interest on the prom ssory note given by t he Clty of
Hanford is exenpt under article XIIl, section 1-3/4 of 'the
California Constitution,
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Pufsu_&mt to the views expressed in the opinion of
the board on file in this proceedi ng, and good cause appear -

ing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED, pursuang
to section 19060 of the Revenue and Taxation Code, that the ;
action of the Franchise Tax Board in den%” ng the clainms of

M G. and Faye W. Odenheimer for

refund of personal incone tax

of $40.43 and $40.00 for the years 1957 and 1958, respectively,{.

be reversed,

Done at Pasadena
of June , $964, by the

H

, California, this 29th day

State Board of Equalization.
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